
,
\

-'0-

wuu.m J. Baumol, "Oil 'he Tbeorr or Oticopol,," Ecpngmica, N.S., Vol. XXV, AucUit
liS', pp. 117-111.

WDraam J. Baumol, "Maqiu11am anel the Dem.uel Cor Cull ill Llcbt or Opcmlou
Reeeerda Eaperiaee." .... of "rTA,;;;!~Vol. XL, Auplt 1151, pp.
201-214. (All ..n.r .enioD &ppeAI'I ill %I:L.- ---'--Isr, SecoDel CoDr.race or
P....,.l.aai. EcoDomlsta, PeDU1I...i. State Uamnk" 1".)

WDDua J. Baumol, "AcdYit.J AaaI,. ill Oae Le.oa,· Amtricap r.pemk Brig. Vol.
XLvm. December IISI, pp. '37-113.

Dindor)': PubUcatiou, Pile: WJBPUBS.xY, J.1I&I')' 20, 1-<t)



wUUam J. Sawnol

A.rtisIM:

-41-

1151 PUBLICAnONS

.
•

WilUam J. Baumol, "Operatiou Raurcb A.pplied ~ Marke\ifte Problems," CoM Mel PTgGS
Qutl., Vol. X. MarcIa It51.

William J. Bauaaol, "A Gutch ~ Opuadou RtMarCh Metlaocll," c.s eM PrgtJt OtUJlOk,
VoL X. April I.'.

WilBuD J. Baumol, "Oil tIM Role of MarkeUq 'neor1." J9IM gf yvDtinc. Vol. XXI,
Aprilt.'.

WU11am J. Buuaol (wtda CbarItI H. Sum). "MvbUIlc eo.- aIl4l Wat.....lca1
Proerunmlac." Hmvd Wnw Bricw, VoL 35, Sep&ember-Oc&ober 11$T.

WlJl1aIIl J. Sa""", "Ia&aractiou Bet..- Succelll... Pol1lllc a.ulu &ftel VoUIle
IDteIltiolll." 1). hhDe OpIpl. 0uvttr1x. Vol. XXI, SlIIDmul1ST.

WU11am J. Baumol, "Speculadou, Prolhabitlt1. Mel StabtUt1." Brier gf'sonnmis In4
Staclada. Vol. XXXIX, AucUl& 1951. •

Witliun J. !aumo" "CoR ReducUoll Tbrouela Mathemadcal Propamml..," ill na
Fronti'n 01 Marbtinc 'DouCbs lAd Sci.", Americu Mark.lme .UIodaliOll, 1951•

Wimam J. Buamol, 1tmew or J. Tlllbeqa, ....ie PgQcy; Pd¥'.... J)eeicg, ill
Amerjey tpppmJe B,D... ~o1. XLVB. No.5, September 195T, pp••-Ut.

William J. Baamol, am... of B. D. Q. AJ1eD, Mathematical Jcenem!gJ ill EcongmlCi.
Vol. XXIV. November 19ST. pp. '6(-_.

, .



WUUata J. 8&amol

-42-

lOse PUBLICATIONS

ArticIM:

WOllam J. Bawnol, "AcceleratioD without MacDiftcatloa," American !gmomJc 8cyiew. Vol.
XLVI. JUlie lOse.

WDBara J. Baumol (wida EelWaN A. Ide), "V.n., ill Rew.iIlDc." Me'C""'D' Sdtpg.
VoL a, Odober 1-.

WiIIIuD J. Bau" "AMIpe C.... de ....... cit C,. NOD LiD.eaInI de Premier
Onl.... ill r.. "d' Dnes'_ It 'pnAr.... Colloq... lD&ema&lout,lx, LXII.
Ceatre Natloul de la RecIaerdae Sda"', p. 1-.

Wil11am J. Baumol, "Solutioll of .......emat· Probleml TIarouch Mathematical
ProcrammUa"" Cgtt pel Pmlt 0vtIppk. Vol IX, Ma,l'"

W1D1uA J. Baumol (wida M. H. P__), "More OIl dae W1aIdpIier EI'ed. of.. BalaDced
Badp&: RepI',"Amtdcy ........ BuItw. Vol. XLVI, MarcIa 1-'.

Wimaaa J. 8&uJDol, "Coaumer IaformatlOll aDd Ratloul Ch~" Cod usJ Proft,
Outf99k. Vol. IX, March ItS1.

WDnam J. Baumol, "Experimntal ReMarch iD CoDlWller Beha.ior," Cod and Ptgfit
O,ptJpgk, Vol. IX, Februarr lOse.

"f Brin:

W"alliam J. Baumol, Review or F. Zeuthea, fenemjc Theory ap4 M,tW, in Journal or
Political Econpmy, Vol. LXIV, December l'se.

l

DindorJ: PubllcatlODl, File: WJBPUSS.xY, JaDuary 20, 1111(1)



-43-

1955 PUBLICATIONS

o-
f

\

Art)_

WiJJiua J. Baunaol. "SeJectiq aD Appropria&e Model for aD Operatiou Ruearda Problem,"
C", apd ,nls 0MtIptk. Vol. Vm. No.... lW.

WUIIua J. Bt.umoI (witla Murice P__), "More 00 &be WakJpUu E&eu of a BaJuced
8a....• Amm. hmpmJs BmtW. Vol. XLV. March 1ns.

WUUam J..........lew of Ltoa W II f!k..... truslatecl by
W'aIUuD Jatr.. la Jpycptl II PtIftigI ,. VoL~ F.bruar11ns.

WDJ1am J. Baumol...lew of Tf7l" HaaYClmo, A "pel, ip tbt 1)wy of Feu=¥
Ex,t,tip,. la EcopmctriCL Vol. U. Jutr lOIS.

DInctorr: PubUcatloas, FUe: WJBPUBS.xY, Jaauarr 20, 1111(1)



19$4 PUBLICATIONS

wnJiam J. Baumol (with Lester V. Chandler), Egmpmic err"? • ys! PoUstta. Harper,
New York, IN4.

WlJ1IIa J..._.oa, "Prof.... CopeIud'1 SlU1 of MaeqfIowa." TV Bpisw pl .....iA
1m' IM"'&'a Vol. XXXVI. 'e1maarr 19M.

WID1uD J. BaamoIt "Zcoaomlc 11Moty aael the PoUdcU ScieDdd," Wtdd PpJItIg. Vol. VI,
Jaaurr 11k

BtyJm:

W"1DIam J. BuuDol, ReYiew or R. F. Harrod, hnemk !'reg. ba 1mnP""l"kan Vol. 22,
0d0IMr 1...

WDUam J. Baumol, ... of WD&oIl FrWmeaxxi1r ja Pwidn ....... ill n.
Bsyisw pC Fpnomlg and SWIetIg, VoL No.em1Mr, 1tS4.

W1Diua J. Baumol, Reylew of B. S. Jtlentud, Ap Fre! Ip tM 'Dewy pl Pgftt ..
Ipcpm. DJatrUmtm. ill Amcrigplctppmic Bnltw. Vol. XLIV. JD. 1854.

WDBam J. Baumol, Reyiew of Jo1uI He W'dllamI, ....k .....,. ip • a..s World
ucI Ttt4t Not Aid, til 1\t Ruin of 19umL;a aM .... Vol. XXXVt,
Februarr 1054.

DindoIJ: Publla&lou, me WJBPUBS.XY. J...., .. t-o>



-45-

19S3 PUBLICATIONS

ArtJda:

WWlam J. s...mot, a..lew or RaDIID aU Clemence (ecII.). ".9 tp Bpin. CycI.
'Ad Nat." 1_•• III fgmpm"ri.. Vol. 21, Octo. 19Q.

Dndorr: PubUcatlou, FOe: WJBPUBS.xY, Juuarr 20. lllt(l)



liS2 PUBLICATIONS

.
:

t.

W-aIIlam J. Bumol, VltIt. Eccmomiq NKI thl n-x of the Stitt, LoaCmaas Orea.,
Loadoa, 1112.

W'aJIaaa J (wida aUf s. Btcbr). ·Tbe ClIIIlcIl MMae&ar1 Tbeorr: 11ae Outcome
01 tbe D ,· FgnpmJc, N.s. Vol. XIX, NOftIDber 1112-

WUIIaaa J. Baa"', ..,... Traueclloot DtIuad for Calla: Ala ."lory 1'1aeont1c
ApproacJa," Ovartclr J9IIl'JII1 of EeOll1llllfg, VoL LXVI, NO¥ember 1112-

WDJ1am J. Baumolt "Vet ARodaer Note OD the Harroel-Domar MocW," f.sepmk .1Mrpal,
VoL LXD, JUD' 1112.

WUBam J. Baumol, Rmew of Robert Dod'maa, 'PRlah ef Ileer ".,..... to tM
TIt"" of &hI Flap, ia Jgmtl of PdskeJ ...... VoL LX, October· 1911.

wtmam J. Baumol, "'"lew 01 Ipter:JMliantl hnomk p... No.1, iD Journal of PpUtiql
Igmpmr. VoL LX, October 1112.

WDBam J. Baumol, ...... or J. S. Ctdpmaa, TIat".... oIlptc-8rtre! Veer FJm
wi Ipcgme 'orm,tigp, iD Amtrlgp Fepgmte ltftJlW, VoL XLtI, September Ift2.

. .
WiDltm J. Baumol, Re"i.w of Con&reng Oft Buinw ex,,_, iD Ecopgmstrica. Vol. 20,

April 10S1.

WiDitm J. Baumol, 1let'lew of KeDDtth J. Attow, Social ChoIce u.s Ipdt.WuJ VaI_, in
Egmpmttdee. VoL 20, Jaauarr 1912.

:



-41-

1'51 PUBLICATIONS

,.

{

WUIlam J. Baumol (with Ralph TIl"e,.), hemic DYDNDiq. MacmUI&ll, New York, 1951.

\ViDIua J......, AIII&nd of m.e-ioa, ...., ~&I iA Wtlfart EcoDomlca,It
b, Tlbor SchoftkJ, ".."..... VoL II, Jul, 1"1.

wuu.. J........ "Tbe MetIIIWlIl-Moq..... UtlU" 1Ma--Aa OrcllMUa' View,·
J8m" or NtIgI Igmpmr, Vol. LlX, '.1ma&r1 11S1.

Diredorr: PublbtioDl, PDe: WJBPUBS.XY, Jazaurr 20, 111I(I)



W"aDiam J. Sawnol 1_ PUBLICATIONS

I

"

Artidt:

WDIJua J...... (wi. It Makower). "TIlt AuJoQ ..... ProUcu uel Couumet
Equililtriual AMI,...· (Parc D of article) ·1Dcomc a.a Sublci~u~lollu4 Ricarclo
Elfec&.t1) Leemk'i N.s.• VoL Xvn. 'e!m&ar11910-

Wi1JIam J....... am.. of JUt Aubert. 14 Coprh d'0Irt. til Jeprpal of PtIitigI
Fnn-,. VoL Lvm. AupH 11SO.



WillIam J. 8&tUDOl

-49-

1149 PUBLICATIONS

WUliua J. 8& "n. CommWlitJ Incli!'ucDcc Map: A Coaatruction.," Ittim tf
Egmggric VoL XVII. It4t-so.

W'DUam J....... "FonnallJatioa or Mr. Hanocl#1 Noel.... hemic Jaumal· Vol. LIX.
December lle1.

WIDIua J (witla RaIpIa TurYe" J. de V. Crul .. C. L. S. SbackJe), "Three
If Oil Expec&a&loR 11& Ecoaom1a,. 1cno'Dk+ N.s., VoL XVI. Noyember 1149.

wuu.. J. Baumol. "R.ela,UaC the Foaadatlou,· Ecppomlq, N.s., Vol. XVI. Ma1 1149.

J.?1ndorJ: PuWicadou, rUe WJBPUBS.XY, Juury 20, 1-<1'



wnn.. J. BaulDOl

-50-

1941 PUBLICATIONS

...

WU&ana J. BaamoI, "Hotel OD Some Drnamic Modell,· Ecpgmk J"rul' Vol. LvtU.
Decem_ 1941•



WUUua J. Baumol

-51-

184T PU8t10ATlONS

:

WDrI&lD J. BaumoI. "Conmumitr IAclitftrtllCt," Bem gf Fenemk StgdW, Vol. XlV,
1841-4T.

WiUlaaa J......, "No. oa the TIl.., or eo......, Procurem_t," Ecppomica. N.s.,
Vol. XlV. Februarr 1NT.

Bmtn:
WUIIua J. 1aamGI, Rmew of rrule L. KteIMr, Ct"emk heir· QysIM. in Ecpppmica.

N.S•• Vol. XIV, Mar 1NT.

WDJ1am J. Sumo" Key. or Mi&'wnt!lp fot Frwmieb. ba hMmJca. N.8., Vol. XIV,Au.- 1"'. .
WDllam J. Bauaaol, KeYl.. of ,. O. MiIlI, Pri" OpaptiU .tgacdw Ip hlp- Cycl.,

ba Ec;opomka. Vol. XIV, Noyember 1NT.

DlNdoq: PuWlwlou. Filt: WJBPUBS.XY, JUUIMJ 20, 111I(I)



c



Before the
FEDERAL COMMUNICATIONS COMMISSION

Washington, D.C. 20554

)
In the Matter of )

)
Second Application by BellSouth )
Corporation, BeIlSouth Telecommunications, )
Inc., and BellSouth Long Distance, Inc., for )
Provision of In-Region, InterLATA Services )
in Louisiana )

-----------------)

AFFIDAVIT

OF

ROBERT H. BORK

ON BEHALF OF

AT&T CORP.

AT&T EXHIBIT C

Filed August 4, 1998

CC Docket No. 98-121



FCC DOCKET CC NO. 97-231
AmDAVlT OF ROBERTH. BORK

TABLE OF CONTENTS

I. IN'I'RODUCTION. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .. 2

n. THE THEORY UNDERLYING THE RESTRICTION . . . . . . . . . . . . . . . .. 4

m. BENEFITS OF THE RESTRICTION 5

A. Prevention of Access, Price, and Service Discrimination 6

B. Prevention of Cross-Subsidization. . . . . . . . . . . . . . . . . . . . . . . . .. 9

C. Prevention of Incessant Regulatory Disputes and Litigation . . . . . . . . .. 13

IV. BELLSOUTH'S APPUCATION SHOULD BE DENIED 14



BEFORE THE
FEDERAL COMMUNICATIONS COMMISSION

WASHINGTON, D.C. 205M

In the Matter of

AppIicatIoa by BeIISouth Corporation,
BeIISeudl TellcemlDUDkadoDs, Inc.,
And BeIISeudl DIstance, IDe.
For Pro'" of lB , InterLATA
Senices in LouIsiana

)
)
) CC Docket No. 97-231
)
)
)
)

AFFIDAVlT OF ROBERT H. BORIC
ON BEHALF OF

AT&T CORP.

1. I, Robert H. Bork, am the John M. Olin Scholar in Legal Studies at the

American Enterprise Institute for Public Policy Research. I received a B.A. and a J.D. from

the University of Chicago. I am a former Circuit Judge on the United States Court of

ApPeals for the District of Columbia Circuit. I taught antitrust law for a number of years as

a professor at the law school of Yale University and have written extensively in the field.

I. INTRODUCTION

2. BellSouth Corporation, BellSouth Telecommunications, Inc., and BellSouth

Long Distance, Inc. (collectively "BellSouth") have filed an application with the Federal

Communications Commission ("FCC") under Section 271 of the Communications Act, 47

u.S.C. § 271, seeking authority to provide in-region interexchange service in the State of

Louisiana. BellSouth is presently barred from providing in-region interexchange service by

47 U.S.C. § 271(a), and will continue to be barred unless and until it receives the FCC's

approval to begin providing such service.
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3. After examining the issue and the arguments advanced by BellSouth, I

conclude, as I have before, that the prohibition on BellSouth's provision of interexchange

service is still supported by antitrust law and economic theory, and should be retained until

there is sufficient facilities-based local competition in Louisiana to check the incentive and

ability BellSouth would otherwise possess to impede both existing competition in the long-

distance market and developing competition in local markets. The basic fact of the industry

that required the prohibition in the ftrSt place, BellSouth's monopoly on local service within

Louisiana, has not changed. The antitrust and economic reasoning that led to the restriction

remain completely valid, and compel its continuation at this time.

4. Under Section 271(d)(3), the burden is on BellSouth to show that it meets the

prerequisites for provision of in-region interexchange service, inclUding the requirement that

such entry be "consistent with the public interest." BeUSouth has made no such showing.

s. The restriction is premised on two principal facts: BellSouth and the other

DOCs have monopoly power in the local exchange, and regulatory mechanisms alone are

insufficient to prevent the abuses of that power in the adjacent interexcbange market that

would harm consumers. Neither of those facts has changed.

6. I will ftrSt restate the antitnlSt and economic theory underlying the restriction

on the provision of in-region interexchange service by BOCs, state the specific benefits

which that restriction confers, and then examine BellSouth's contention that the theory no

longer applies to the industry in Louisiana.

-3-
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D. TIlE THEORy UNDERLYING TIlE RESTRICTION

7. The restriction on BOC provision of interexchange service was fll'St established

in the 1982 consent decree that settled the government·s suit against the Bell System. That

consent decree, as approved by the United States District Court for the District of Columbia,

separated the BOCs from AT&T, leaving the former with monopolies of the exchange

service in their local areas and the latter with long-distance service. As predicted, long-

distance service quickly became competitive. There are now several national (and

international) long-distance networks, which market aggressively against one another. and a

number of regional networks. The local exchange networks, however, are monopolies, and

consumer protection depends upon regulation to mitigate the effects of monopoly.

8. Antitrust describes the relationship between local and long-distance markets as

venical. A venical relationship is simply one between a supplier and a customer. AT&T

and other long-distance carriers purchase BellSouth's services in originating and completing

long-distance calls.

9. Venical integration, the union of a supplier and a customer within one

corporate entity, is both very common and ordinarily beneficial. The coutts and enforcement

agencies have within the past fifteen or twenty years come to recognize that venical

integration rarely presents a problem. The reasons are simple. If the integrated firm is

competitive in both markets, it cannot restrict output in order to raise prices and obtain

monopoly profits. That being so, the only reason for the joinder of the supplying and the

consuming finn is the expectation of increased efficiencies.

-4-
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10. Nor does vertical integration pose any problem if the fmn possesses monopoly

in one or both markets. There is a single fmal price that maximizes a monopolist's net

revenues. A monopoly in either market enables the vertically integrated firm to charge that

price in the final market in which it sells. A company with a monopoly in the manufacture

of widgets but operating as a competitor in the retailing of widgets could obtain full

monopoly revenues by charging a monopoly price to its own and others' retail stores. The

retail purchaser then pays the monopoly price, though the stores make only a competitive

rate of return. If the fmn obtains monopolies in both markets, it will still charge the same

price. To charge monopoly prices in both markets would press the final price beyond the

point of net revenue maximization. No firm would be foolish enough to charge a final price

that decreased its revenues.

11. The simation and the conclusion change, however, when the monopoly level of

the firm is regulated and the other level is, or could be, competitive. This situation so alters

the fmn's opportunities that antitrust can no longer view vertical integration as necessarily

benign. That was the situation that led to the AT&T divestiture, and it is the situation that

would be recreated if BellSouth's regulated monopoly were permitted to enter the competitive

long-distance market. As a vertically integrated fmn, BellSouth would be able to increase its

revenues by damaging consumers in the monopolistic as well as the competitive markets.

m. DENIms OF IRE RESTRICTION

12. The interexchange restriction prevents a return to the unsatisfactory situation

that existed prior to the separation of local exchange services from long-distance service.

Thus, it produces three major benefits.

-5-
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A. Prevention of Access, Price, and Service DIscrimiDatIon

13. The independent long-distance caniers are utterly dependent on the BOCs

because almost all long-distance calls originate and terminate on a local exchange carrier's

network. The absolute dependency of long-distance caniers on the BOCs creates the

opportunity for DOCs that integrate into long-distance service while they continue to possess

monopolies over local service to disadvantage independent long-distance carriers severely and

perhaps decisively by the manner in which they price access to their networks and by

delaying or degrading services on which long distance carriers depend.

14. BellSouth's application makes it sound as though detecting such tactics would

be relatively simple. That is not the case. The telephone networks of the United States are

almost endlessly complex; they are also evolving at high speed and always in the direction of

greater complexity. Constant rapid change and increasing complexity mean that wide ranges

of discretion are built into the design, pricing, and timing of the introduction of services and

facilities offered by BOCs. It also means that the BOCs' exercise of that discretion would be

largely beyond the ability of regulators to control. Currently, BellSouth has little incentive to

use its discretion to harm long-distance caniers, but if allowed into long-distance markets it

would have every incentive to do so.

IS. BellSouth asserts that it wishes to enter long-distance in order to bring

expertise and even more competition to that market. This analysis suggests, however, that it

may have additional reasons. One reason may be to capture profits illegitimately through

various forms of discrimination, including discrimination in pricing, in provisioning, and in

the use of competitively important infonnation.

-6-
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16. Each BOC has hundreds of tariff provisions for connections between long-

distance and local service. Each BOC, moreover, can file new tariffs at will, thus

unilaterally changing any or all of the rates. The complexity and rapidly changing nature of

this situation means tbat a BOC can present a moving target for regulators, filing

discrimiDatory tariffs so that its long-distance affiliate pays less than independent long-

distance carriers must pay. As technology and rates constantly change, new forms of

discrimination will continually appear. That process can continue indefinitely.

17. At the moment, BOCs have every incentive to perform rapidly and efficiently

in providing new services sought by long-distanee carriers. A BOC with a long-distance

affiliate, however, would have contrary incentives. In order to give its affUiate a competitive

advantage, the BOC would have an incentive to delay the provision of new access services to

independent long-distance carriers while provisioning its affiliate much more effectively.

The BOC could, for example, simply assign its best technical teams to provide services to its

affiliate while assigning less proficient employees to work for independent long-distance

carriers. Regulators would be unable to detect this form of discrimination; there would be

no bencbmarks for a reasonable time of performance because new services would be

involved.

18. There would be other mechanisms available for exploiting those monopolies as

well. When an independent devises a new service, it must ask the BOCs to design access

facilities to make tbat service possible. The BOCs require information about the

technological details of the long-distance carrier's planned service, the customers to be

targeted, the marketing plan, and much more. This is the kind of information that a 10ng-

-7-
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distance carrier carefully protects and would never give to a competitor. Yet when the

carrier gives that information to a BOC integrated into the long-distance markets the carrier

does give that information to a competitor. It would have no choice.

19. No statute or regulation prohibiting the transfer of such information to an

affiliate can fully prevent that information from being misused. The ability of the BOC to

pirate and use competitive information is greatly enhanced by the fact that there is no

standard time for a BOC to design new facilities to accommodate new services. If the design

is complex and sophisticated, as it often is, and if there are multiple options about the

design, as is frequently the case, the process sometimes takes years. There is then a

powerful incentive for the BOC to delay the provision of the necessary access to the

independent carrier that invented the new service until its affiliate has the opportunity to

develop a similar service. The affiliate will then be in a position to offer the service the

independent developed simultaneously with or sooner than the independent.

20. Finally, in addition to creating incentives for a BOC to use its monopoly

power to disadvantage its long-distance rivals in their provision of long-distance service, the

vertical integration of a BOC into long-distance services would generate increased incentives

to impede competition in its local markets. BellSouth contends, quite plausibly, that many

customers would prefer "one-stop shopping" --~, the opportunity to obtain local and 10ng-

distance service from a single provider. If that is so, a BOC could obtain powerful

advantages in competing for those customers not only by disadvantaging independent 10ng-

distance carriers in their provision of long-distance services, but also by blocking or delaying

their opportunities to compete in the local market. The same basic mechanisms for

-8-
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discriminating against competitors would be available in that market as well, and any

disincentives that a BOC might have to employ those mechanisms in order to build its case

for long-distance entry would vanish once such entry were approved.

B. Prevention of Cross-Subsidization.

21. The problems created by allowing BellSouth to integrate vertically into long-

distance service while it continues to possess a local monopoly do not by any means end with

the question of discrimination. If the restriction were lifted, BellSouth could, as the

government charged AT&T did, attribute some of the costs and expenses of its long-distance

operations to its local exchange services. This would result in higher rates to those making

local calls, because regulators allow local monopolies to cover their costs and expenses and

make a profit. This tactic would also allow BellSouth to charge lower rates for long-distance

calls, undercutting rivals in those markets that have no way of shifting costs elsewhere.

22. The opportunity to engage in this tactic arises from the joint nature of many

costs in the telephone industry. Many of the costs of providing local service are incurred

jointly with the provision of long-distance service or equipment -- or can be made to appear

that way. Thus, under the FCC's roles, including its recent roles implementing the Section

272 separate subsidiary requirements, a BOC's property can be used for both local and long-

distance service. Personnel will often perfonn services (such as administrative and

marketing services) that benefit both kinds of offerings. Research and development, which is

continuous, complex, and expensive will have benefits for both types of telephone service.

23. To the degree that state regulation of local telephone rates holds those rates

below the full monopoly level, a BOC would have an incentive to misallocate long-distance

-9-
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costs to local service. It could do so in several ways: by reporting costs that are solely

attributable to its afftliate's long distance service as attributable to local service, by reporting

costs that are jointly attributable to long distance and local service as solely attributable to

local service, and by reporting costs that are solely attributable to long distance service as

jointly attributable to both long distance and local service. By doing so, the SOC could

force its local service to subsidize its affiliate's long distance service, pressing its local

eXchange rates toward the full monopoly level, while simultaneously obtaining a significant

cost advantage over rivals in the competitive long-distance market.

24. Regulators have no way of reliably detecting and stopping abuses of this sort.

'The obstacles to effective prevention of these abuses are several. First, the cost manuals and

costing systems generally used do not even address the measures of cost that regulators

would need to detennine whether cross-subsidy is occurring. A low priced service is cross-

subsidized if the rate for the service fails to cover its marginal or average incremental cost.

One service is cross-subsidizing another if the rate for the fonner service exceeds its stand-

alone cost -- the cost an efficient new entrant would incur to provide the service without

providing the low-priced services supplied by the incumbent. Existing regulatory systems, in

contrast, are based on historical (book) costs, with joint costs allocated to individual services

on the basis of arbitrary accounting conventions. The resulting cost data will equal the

relevant costs only by accident.

25. Second, regulatory cost systems are highly dependant on the accurate

categorization of individual expenses when initially entered into a BOC's account ledgers. If
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an expense is misallocated at the outset. compliance with regulatory costing rules thereafter

will not cure the misattribution.

26. The pl'Qblem is made additionally unsolvable by other factors. Since facilities

and services are constantly changing, prior cost levels would provide no measure of whether

presently reponed costs are excessive. Nor could regulators use the costs reponed by other

BOCs as benchmarks. Facilities. products. services. output mix. and other factors vary

gIQtly among DOCs: different DOCs will be offering different services with different

facilities. Moreover, such benchmarks would also be useless if the other DOCs were

themselves permitted to provide long-distance service and shifting reponed costs from long-

distance to local service. Indeed. if a particular DOC were being underpriced in long-

distance. state regulators would feel considerable pressure to accept cost data that made

"their" DOC competitive in those markets.

27. The harms of cost shifting to competition in long-distance markets are

predictable. Dy shifting reported costs from long-distance service to the local service rate

base. vertically integrated DOCs would award themselves artificial pricing advantages over

rivals in competitive markets -- thus obtaining a competitive advantage that would not be the

result of greater efficiencies. They could either underprice their competitors or accomplish

the same result by offering better service and products at the same price. The latter tactic

would be particularly hard to detect.

28. State regulation of local rates would be impaired even if the cost shifting fell

short of the literal cross-subsidy (as defined in , 24). In allocating joint costs among

individual services, state regulators typically balance a variety of public interest
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